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Abstract 



This paper examines the pattern of incentives for work versus retirement in five state 
teacher pension systems. We do this by examining the annual accrual of pension wealth 
from an additional year of work over a teacher’s career. Accrual of wealth is highly non- 
linear and heavily loaded at arbitrary years that would normally be considered mid- 
career. One typical pattern exhibits low accrual in early years, accelerating in mid-late 
fifties, followed by dramatic decline, or even negative returns in years that are relatively 
young for retirement. We consider five states for specific analysis: We identify key 
factors in the defined benefit formulas that drive such patterns, and likely consequences 
for employee behavior. We examine the efficiency and equity consequences of these 
systems and lessons that might be drawn for pension reform. 
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Introduction 



Pensions have long been an important part of compensation for teachers in public 
schools. Traditionally, it has been argued, current compensation (salaries) has been 
relatively low for public employees, but pension benefits have been relatively high. This 
mix of current versus deferred income was rationalized by the contention that the public 
good was best served by the longevity of service that would be induced by these pension 
plans . 1 In recent decades, however, evidence is growing that many of these plans, by 
encouraging early retirements, may actually shorten rather than lengthen professional 
careers. 

This highlights the growing disconnect between the operation of state teacher 
pension systems and the larger public discussion of pension and Social Security solvency 
in an era of longer life spans and the impending bulge of retirees. Nearly all proposed 
remedies for fixing Social Security involve raising retirement ages as part of the menu. 

By contrast, there is little discussion of the incentives to retire even earlier in teaching; 
indeed, early retirement schemes are commonplace. 

The cost side of employee benefits also affects labor markets by driving a wedge 
between the amount paid by employers and the take-home pay received by teachers. The 
sharp rise in that wedge due to employee health insurance costs is well documented. 
However, less well known are the growing costs and large unfunded liabilities for teacher 
pension plans and retiree health insurance. In Ohio, for example, where public school 
teachers are not covered by Social Security, the combined contributions of teachers and 

1 NEA, 1995, p. 3. As the NEA report points out, however, this purpose has “been lost for many in the 
mists of time,” and “many pension administrators would be hard-pressed to give an account of why their 
systems are structured as is except to say that ‘the Legislature did it’ or ‘It is a result of bargaining.’” 
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school districts for retirement benefits currently stand at 24 percent. But even this large 
“tax wedge” falls well short of what is needed and pension officials are recommending a 
phased increase to 29 percent, to shore up funding for pensions and retiree health 
benefits. At this level, retiree benefits for teachers and other professionals would be 
consuming well over $1,000 of the annual per student expenditures. The costs of school 
retiree benefits are consuming a growing share of K-12 spending in much the same way 
that the benefit overhang of GM, Chrysler and Ford finally forced them to overhaul their 
retiree benefits. 

As teacher retiree benefit costs spiral ever upward, it is important to begin asking 
what effect these systems have on recruitment, retention, and workforce quality, and 
whether these are efficient expenditures. A substantial literature in labor economics 
demonstrates that the incentives in pension systems matter, not only for the timing of 
retirement, but for labor turnover and workforce quality (Friedburg and Webb, 2005; 
Asch, Haider, and Zissimopoulos, 2005; Ippolito, 1997; Stock and Wise, 1990 ). 
Unfortunately, little of this literature pertains to teacher pensions. While there have been 
many studies of the effect of current compensation on teacher turnover (e.g., Murnane 
and Olsen, 1990; Stinebrickner, 2001; Hanushek, Kain, and Rivkin, 2004; Podgursky, 
Monroe, and Watson, 2004), the econometric literature on teacher pensions is very 
slender. The only published econometric study to date is Ferguson, et. al. (2006), who 

find that Pennsylvania teachers’ retirement decisions were highly responsive to incentives 
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for early retirement. 

In this article, we analyze the incentives embedded in teacher pension systems by 
examining the pattern of pension wealth accumulation over a teacher’s career. As we 
2 See also Brown (2006). 
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shall see, these systems feature dramatic peaks, cliffs and valleys in pension wealth 
accumulation that can greatly distort career decisions - or punish teachers for not 
adapting their plans to the system’s benefit structure. In many states, teachers will 
accumulate very little pension wealth until their early 50s, at which point they can 
suddenly reap very large increases. But if they stay much beyond such a pension “peak”, 
they can suffer declines in pension wealth - punishing them for staying too long. This is 
one simple pattern, with no compelling rationale, but systems can also exhibit even more 
bizarre accumulation patterns, which reward or punish teachers at arbitrarily chosen 
points in their career. 

Our main contribution in this paper is to illustrate graphically the peaks and 
valleys in pension wealth accumulation that operate over the course of a teacher’s career 
in a representative set of state systems. They are in contrast with the much smoother 
path of pension wealth accumulation under more modern professional pension plans that 
tie benefits more closely to contributions, and which, as a result, provide more neutral 
incentives for career decisions. 

How Teacher Pensions Work 

Public school teachers are almost universally covered by traditional defined 
benefit (DB) pension systems. We say “traditional” because these are the types of plans 
that were the norm in both the public and private sector until recent decades. However, 
this is no longer the case in the private sector where employers have shifted dramatically 
to 40 lk- type defined contribution (DC) systems and restructured their DB systems as 
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